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1GENERAL ACCOUNTING OFFICE
"I am pleased to report that the GAO Fraud Hotline has been a significant success." 
Comptroller General of the United States Charles A. Bowsher recently told the 
Senate Governmental Affairs Subcommittee on Government Efficiency, Federalism, and 
the District of Columbia. He said the GAO Fraud Hotline was created nine years 
ago as a "mechanism for combating fraud, waste, and abuse in Federal 
expenditures." About the financial success of the Fraud Hotline, Mr. Bowsher 
said, "On the basis of substantiated cases, there is good reason to believe that 
millions of dollars in waste, fraud, abuse, and mismanagement have been uncovered 
as a result of calls to the GAO Fraud Hotline." Mr. Bowsher also told the 
Subcommittee that "two agencies collectively received nearly half the cases we 
referred--the Department of Health and Human Services (27 percent) and the 
Department of Defense (19 percent)." He testified that the Fraud Hotline has
received more than 94,000 calls and that that number does not include calls 
received on similar hotlines maintained by the 19 statutory Inspectors General, 
various Federal, state, and local agencies, and private contractors. Mr. Bowsher 
also noted that the information generated by the Hotline has often been of 
"significant help in generating agency audits and supporting ongoing agency 
investigations." As of January 1988, Mr. Bowsher reported, the Fraud Hotline had 
resulted in about 14,000 referrals of calls to Federal agencies. Approximately 
11,250 of the referred cases have been closed and, of those, nearly 20 percent 
were either substantiated or resulted in preventive action by the agencies. In 
addition, in 146 of the substantiated cases, criminal actions were brought, 
resulting in 47 convictions, he said. He also reported that "of the substantiated 
cases, nearly half were against Federal employees." Mr. Bowsher said early 25 
percent were against Federal contractors or grantee organizations "for such 
violations as improper expenditures of government contract or grant funds, 
noncompliance with established procedures, and failure to perform contract or 
grant services in an acceptable manner. Slightly more than 1 of every 5
substantiated cases involved individual recipients of Federal financial assistance 
accused of fraud in welfare, social security disability, and housing programs."
SECURITIES AND EXCHANGE COMMISSION
The SEC agreed to adopt some of the recommendations of the National Commission on 
Fraudulent Financial Reporting, also referred to as the Treadway Commission. The 
recommendations were adopted in anticipation of a 5/2/88 hearing scheduled by the 
House Energy and Commerce Oversight and Investigations Subcommittee which will 
hear the SEC's views on the recommendations. The SEC agreed to ask Congress for 
the authority to impose civil money penalties in administrative proceedings and to 
seek them directly in injunctive actions. Although the Treadway Commission 
recommended giving the SEC additional enforcement powers including the authority 
to bring cease and desist proceedings, the SEC agreed with its staff that it was 
not necessary to request such authority. According to the staff, the cease and 
desist order was not necessary since the SEC has similar authority under the 
Securities Act of 1934. The SEC concurred with the Treadway Commission's 
recommendation to have the authority to bar individuals from serving as officers 
and directors and agreed to ask Congress to clarify this authority through 
legislation. A majority of the SEC Commissioners agreed to follow the staff's 
recommendation on the issue of mandatory audit committees composed of independent 
directors. The SEC staff recommended that self-regulatory organizations be 
encouraged to have audit committees composed entirely of independent directors. 
The Treadway Commission recommended that the SEC should require all public 
companies to have audit committees with independent directors instead of relying 
2on the self-regulatory organizations to impose this requirement. Although it 
agreed with the Treadway Commission’s recommendation that companies be required to 
provide shareholders annually with a management report on the adequacy of internal 
accounting controls, the SEC indicated that certain parts of the recommendation 
needed clarification.
SEC Chairman, David S. Ruder, in a speech before the Institute of Internal Auditors* 
(IIA) Business Issues and Audit Conference, said internal auditors have special 
responsibilities to guard against fraudulent financial reporting and play a key 
role in our disclosure system. The IIA's standards dealing with the concepts of 
control, fraudulent financial reporting and quality assurance programs provide 
strong guidance for internal auditor activities aimed at achieving effective 
systems of corporate internal control, Chairman Ruder stated. In his remarks, the 
Chairman noted that generally accepted auditing standards have required a study 
and evaluation of internal controls during an audit. The IIA's Statement of 
Responsibilities indicates that the study and evaluation of internal controls is 
encompassed in the scope of the work done by the internal auditor, he said. 
Chairman Ruder noted that the Treadway Commission's report recommends that all 
public companies should maintain an effective and objective internal audit 
function. Management and the audit committee are urged to involve the internal 
audit staff in the audit of the entire financial reporting process including 
coordination with the external auditor, the Chairman said.
SMALL BUSINESS ADMINISTRATION
The Small Business Computer Security and Education Advisory Council recently issued 
its final report to the Administrator of the SBA. The Council was chartered in 
1984 to advise the SBA and Congress about such subjects as the nature and scope of 
computer crimes committed against small businesses, the effectiveness of Federal 
and state law in deterring computer crimes, the effectiveness of computer 
technology and management techniques available to small businesses for controlling 
computer abuse, and the development of educational information to be made 
available to small businesses to combat computer crime, abuse and security issues. 
Conclusions reached by the Council include the following: 1) Computer abuse will 
be a major concern of small businesses because of increased use and dependence on 
computer technology; 2) Current information security technology is adequate to 
protect all but the most stringent requirements of even large businesses or 
agencies; 3) Most small business institutions' use of security and control 
technology is minimal; 4) In the future, most non-violent crimes committed against 
small business will be perpetrated through computer technology; and 5) There is a 
need for outside advice from the government, professional organizations, 
accountants, lawyers and consultants to small businesses. The Council also 
prepared for publication a document entitled "A Small Business Guide to Computer 
Security," which is intended to prove a "single, comprehensive... guidebook for the 
small business owner/manager," the Council's report said. The guidebook will be 
published jointly by the SBA and the National Bureau of Standards. Copies of the 
Council's final report are available by calling Shirley Twillman in the AICPA's 
Washington, D.C. office at 202/737-6600.
TREASURY, DEPARTMENT OF
Guidance on provisions of the Tax Reform Act of 1986 concerning diversification rules 
for employee stock ownership plans (ESOPs) under Internal Revenue Code section 
401(a)(28) was recently issued by the IRS in advance Notice 88-56. According to 
the IRS, Notice 88-56, which is in question and answer form, may be relied on by 
3taxpayers to design and administer plans and to determine the tax treatment of 
plan distributions until further guidance is published. If future guidance is 
more restrictive, such guidance will be applied without retroactive effect, the 
IRS said. Among other questions, the guidance clarifies which employer securities 
held by an ESOP or a tax credit ESOP are subject to the diversification of 
investments requirement, and in what circumstances employer securities actually 
acquired by or contributed to a tax credit ESOP after 12/31/86 are to be treated 
as acquired by or contributed to the tax credit ESOP on or before 12/31/86. 
Notice 88-56 is scheduled to be published in Internal Revenue Bulletin 1988-19, 
dated 5/9/88.
Corporate alternative minimum tax book income adjustment of foreign corporations is 
the subject of temporary and proposed regulations issued by the IRS (see the 
4/28/88 Fed. Reg. . pp. 15200-05 and pp. 15234-35). The Tax Reform Act of 1986 
requires that for taxable years beginning after 12/31/86 a foreign corporate 
taxpayer engaged in a trade or business in the U.S. during the taxable year shall 
be taxable on its taxable income that is effectively connected with the conduct of 
a trade or business in the United States. Section 56(c)(1) of the Internal 
Revenue Code of 1986 requires a foreign corporation, when computing its corporate 
alternative minimum taxable income for purposes of determining its alternative 
minimum tax, to include an adjustment for the net book income. The book income 
adjustment, according to the regulations, is computed by increasing alternative 
minimum taxable income by 50 percent of the amount (if any) by which the adjusted 
net book income of the taxpayer exceeds alternative minimum taxable income for the 
taxable year. Adjusted net book income equals the net book income of the taxpayer 
shown on its applicable financial statement with certain adjustments. The IRS 
defines “applicable financial statement" as the taxpayer's "financial statement 
that has the highest priority" as determined by the proposed and temporary 
regulations. The IRS cautioned that the regulations are "intended to address only 
the issues raised by section 56 relating to the book income adjustment of foreign 
corporations...In addition, unless otherwise stated, no inference should be drawn 
from the issues addressed in these regulations to the determination of the book 
income adjustment by United States corporate taxpayers." The IRS published 
temporary regulations 4/28/87 Federal Register providing guidance for computing 
the alternative minimum tax book income adjustment (see the 4/27/87 Wash. Rpt.), 
but those regulations, according to the IRS, did not "address all issues relating 
to the computation of the book income adjustment by a foreign taxpayer." Written 
comments and requests for a public hearing on the proposed regulations must be 
delivered or mailed by 6/27/88 to the Commissioner of Internal Revenue, ATTN: 
CC:LR:T (LR-55-87), Washington, D.C. 20224. For further information after reading 
the temporary and proposed regulations, contact Timothy J. McKenna at the IRS at 
202/566-3287.
The program to file individual income tax returns electronically will continue in 
1989, according to the IRS (see the 4/28/88 Fed. Reg. . pp. 15331-32). Accepted 
return preparers will be permitted to transmit electronically their clients' 
individual income tax returns for 1988. According to the IRS, most commonly used 
forms and schedules will be accepted. Software firms, service bureaus, 
transmitters and communication networks must file an application (Form 8633) by 
10/1/88. Preparers who intend to only prepare returns for third party
transmission must file by 11/15/88. The IRS noted that the principal advantages 
of electronic filing are: most taxpayers will receive refunds two to three weeks 
earlier; return preparers will be able to serve their clients more efficiently; 
the cost to the IRS of processing will be substantially reduced; and, taxpayers 
participating in direct deposit will obtain their refunds sooner. For additional 
4information after reading the notice, contact the Electronic Filing Coordinator 
(EFC) after 5/23/88 at 1/800/424-1040 and request the EFC.
SPECIAL: DINGELL SUBCOMMITTEE RELEASES "SEC RESPONSES TO TREADWAY COMMISSION REPORT"
"SEC Responses to the Treadway Commission Report" is the title of a recently released 
document prepared by SEC staff at the request of Rep. John Dingell (D-MI), 
chairman of the House Energy and Commerce Subcommittee on Oversight and 
Investigations. In February, as part of the Subcommittee's ongoing investigation 
into how to prevent and detect financial fraud, Rep. Dingell asked the SEC to 
respond to recommendations made by the National Commission on Financial Reporting, 
commonly known as the Treadway Commission. In his letter transmitting the report 
to fellow members of the Energy and Commerce Committee, Rep. Dingell noted that in 
1984 the Subcommittee "initiated a legislative oversight inquiry" into how the SEC 
"oversees the accounting rules and the accounting profession." Rep. Dingell also 
praised the accounting profession in his letter. He said that in response to the 
Subcommittee's inquiry "the profession undertook a series of measures for which it 
is to be commended." As an example, he said the profession "recently adopted 
significant changes in its audit procedures." Rep. Dingell specifically asked the 
SEC to reply to three questions regarding each Treadway Commission recommendation 
which pertained to the Commission. The questions are as follows: 1) Could the
SEC implement this recommendation by rule or regulation using its existing 
authority? 2) If legislative action by Congress is needed to implement this 
recommendation, what parts of the Federal securities laws must be amended? 3) 
What action has been taken by the SEC or other organizations to implement this 
recommendation? Treadway Commission recommendations addressed in the SEC's report 
include the following: 1) Establishment of audit committees and letters from
audit committees; 2) Disclosure about change in auditors; 3) Accountant review of 
quarterly financial data; and 4) Peer review. Rep. Dingell described the SEC's 
report as representing the "Commission's current thinking with regard to what can 
and cannot be done from a regulatory and legislative perspective" and noted that 
the Subcommittee "is working on a legislative resolution of some of the points 
raised in the Treadway Commission Report and the SEC response." Copies of the 
document, Committee Print 100-V, will soon be available for purchase from the 
Government Printing Office (GPO). To order or check on availability, call the GPO 
at 202/275-3031.
SPECIAL: UNRELATED BUSINESS INCOME TAX SUBJECT OF WAYS AND MEANS DOCUMENT AND SUBCOMMITTEE 
HEARING
"Written Comments on Discussion Options Relating to the Unrelated Business Income Tax" 
(UBIT) is the title of a committee print (WMCP 100-30) released by the House Ways 
and Means Oversight Subcommittee. The Subcommittee has also scheduled a hearing 
on 5/9/88 on the UBIT proposals. The hearing is scheduled to begin at 10:00 a.m. 
in Room 1100 of the Longworth House Office Building. Oversight Subcommittee
Chairman J.J. Pickle (D-TX) said, "The hearing will serve as a supplement to the 
written materials submitted to the Subcommittee and provide members with an 
opportunity to raise remaining questions and issues with representatives of all 
interested parties. I am hopeful that following this hearing, the Subcommittee 
will be able to complete its deliberations on this important area of our Federal 
tax law." The Subcommittee held a series of hearings on the UBIT last year, and 
in March released a list of discussion options resulting from the hearings (see 
the 4/4/88 Wash. Rpt.). Among the options being considered by the Subcommittee is 
the repeal of the "substantially related" test, as well as the retention of the 
test while imposing UBIT on those activities which are "inherently commercial."
5Proposals to apply UBIT to income from affinity, credit card endorsements, and 
expand Form 990-T requiring more detailed reporting of revenue-producing 
activities and income on Form 990 are also being considered. Lastly, the options 
include tax treatment of royalty income, subsidiaries and joint ventures, 
allocation rules, the convenience exception and the "regularly carried" test. 
Persons wishing to submit written comments for the printed hearing record relating 
specifically to the 5/9/88 hearing should submit 6 copies by the close of business 
on 5/23/88 to Robert J. Leonard, Chief Counsel, Committee on Ways and Means, U.S. 
House of Representatives, Room 1102, Longworth House Office Building, Washington, 
D.C. 20515. Limited copies of the committee print are available at a cost of 
$25.00 from the Government Printing Office Bookstore at 202/275-3030 or by mail 
from the Superintendent of Documents, Washington, D.C. 20402.
For further information contact Shirley Twillman at 202/737-6600.
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